Introduction
• Why is banking so heavily regulated?
-Consumer protection (minor) -To prevent financial crises (major) • Banking regulation is special in that there is not wide agreement on the market failures the regulation is designed to correct What are the market failures?
• Allen and Gale (2004a) develop a general equilibrium model to identify market failures in financial intermediation
• Given the lack of a widely accepted theory of equilibrium selection they focus on fundamental shocks as the driver of financial crises -only essential crises are considered (ii) contracts are incomplete, the allocation is constrained efficient
• Crises do not occur with complete contracts since banks can balance assets and liabilities state by state but they do occur with incomplete contracts and are optimal
• The invisible hand works and no regulation is needed
• The financial system acts as a shock absorber Incomplete markets
• If there are incomplete markets then there is a market failure because liquidity provision is inefficient
• When markets are complete: -Prices are determined ex ante -the price system ensures there is risk sharing
• When markets are incomplete: -Prices are determined ex post by the available liquidity or in other words the "cash in the market" -Equilibrium asset prices must be volatile to provide incentives for liquidity provision, and this can lead to negative risk sharing and costly and inefficient crises
